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EDITORIAL DEPARTMENT NOTE 


Since January 1, 1942 the accounts of airlines in this country have been 
kept in accordance with a uniform system of accounts developed by a com- 
mittee resenting the airlines, in collaboration with the Civil Aeronautics 
Board. The first article in this issue of the Bulletin describes this system 
and discusses some of the problems involved in accounting for airline 
revenues and expenditures. 

Cc. G. ADAMS, the author of this article, is Secretary-Treasurer and a 
member of the Board of Directors of Braniff Airways, Inc., with 
———- in Dallas. During 1945 Mr. Adams served as President of the 

lines Finance and Accounting Conference. 


- As continuing production brings closer the day of balance between the 
demand for a the s supply of commodities, it also es See the day 
when more attention need to be paid to inventories been the 
case in recent on. 

In many companies the internal audit function has expanded durin 
war years, resulting in the need for a review at this time of the ~ F. 
of internal auditing to inventory verification and control, in the light of 
the present-day — of internal auditing. This is p by the second 
article in this issue of the Bulletin. 


GEORGE A. BRICAULT and CECIL D. MARSHA the co-authors 
of this article, are members of the New York Sage. . r. Bricault is 
ther 


Chief of the Wood and Metal, and Footwear and Branches, of 
the Financial Analysis Section of the Quartermaster Corps, of the War 
Department. Mr. Marshall is Assistant troller of the le Pencil A 
and is currently serving as Vice President of the New York pter. 
authors are New York C.P 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the views expressed, 
but is endeavoring to provide for its members material which will be pa of 
ful and ay oy Constructive comments are welcomed and will 
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AIRLINE ACCOUNTING 


by C. G. ADAMS, Secretary-Treasurer 
Braniff Airways, Inc., Dallas, Texas 
' 


y ORDER to understand better the development of airline ac- 

counting in its present form, it is important to review briefly 
the historical background of domestic air transport operations. The 
practicability of heavier-than-air machines is generally conceded 
to have been first successfully demonstrated by the Wright broth- 
ers’ flight in December, 1903. But in spite of continuous experi- 
mentation thereafter, flying remained in a rudimentary state until 
World War 1, at which time recognition of the potentialities of 
aircraft as a military instrument led to intensified research, result- 
ing in progress which otherwise would have taken many years 
to achieve. 

As early as 1911 the Post Office Department displayed an inter- 
est in the transportation of mail by air, and from that date until 
1918 this interest was manifested by authorizations of various 
“stunt” air mail flights at aviation meets. The first regularly sched- 
uled air mail transport service was initiated in 1918, and for more 
than nine years thereafter the Post Office Department continued 
its pioneer work in air transportation, withdrawing from operation 
in 1927. At first expansion under Post Office operation was too 
rapid for safety or efficiency because of the limitations of the 
existing aircraft and the lack of experienced pilots. A change of 
postal administration in 1921 resulted in safer and more efficient 
Operation but it was not until July 1924, when night flying began 
on a transcontinental route, that air mail transportatio: became 
of real value to the postal service and to the public. 


Expansion of Mileage 

In the year 1918, over an air route of 218 miles from New York 
to Washington, a total of 16,009 airplane-miles were flown. By 
1926, the last full year of Post Office Department operation, over 
2,256,000 miles were flown over an expanded route mileage of 
3,597 miles. Since 1926, however, under private company opera- 
tion, there has been a continuous expansion of route mileage and 
service. By 1940 there were nearly 38,000 miles of routes on which 
over 59,000,000 scheduled miles of mail service were flown. In 
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comparison, the total domestic airplane miles flown for the six 
months ended June 30, 1945, were over 97,600,000. 

As stated before, the Government carried all air mail until 1927. 
In the meantime Congress had been considering legislative means 
for the private operation of the air mail service, and passed the 
Air Mail (Kelly) Act in 1925, which furnished the legislative 
basis for the first private operation and provided that air mail 
contracts should be let after competitive bidding, at rates not to 
exceed four-fifths of the postal revenue on the route. 

An act was passed in 1930 which introduced a new method for 
the determination of mail pay. Although mail rates arrived at 
after competitive bidding were to govern payments to the carriers, 
the compensation was not frozen permanently at the contract rate. 
Airline contractors continued operation under this legislative bill 
until February 1934, at which time all domestic air mail contracts 
were abruptly canceled by the Government on the grounds of fraud 
or collusion, The carriage of air mail was then transferred to the 
U. S. Army Air Corps, which carried it for about four months, or 
until May 1934. During this short period so many casualties 
occurred and such an unsatisfactory operation was conducted that 
it was decided to return the operation of the air mail service to 
private operators, 

In June 1934, the Air Mail Act of 1934 was enacted, which 
dealt solely with mail compensation. This act was superseded by 
the passage of the Civil Aeronautics Act of 1938, which centralized 
all air mail carrier economic regulations in one independent agency 
known as the Civil Aeronautics Authority. For the first time in the 
history of air mail transportation, competitive bidding for air routes 
was completely eliminated. This Authority was empowered to issue 
certificates of convenience and necessity to air carriers whether 
they were mail carriers or not, and to fix not only mail compensa- 
tion but passenger and express rates as well. 

The independent nature of the Civil Aeronautics Authority was 
modified by Presidential Executive Order in the spring of 1940. 
The name was changed to the Civil Aeronautics Board, which 
consists of five men who pass on the regulatory functions of grant- 
ing certificates of convenience and necessity, the establishment of 
regulations, and the rate-making functions in respect to passengers, 
mail, and express. The remaining functions of administration and 
promotion of civil aeronautics were transferred to the Department 
of Commerce. 
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Uniform Accounting Classification 

In order to assure that each carrier is treated fairly and that the 
Government does not pay too much because of intentional or 
unintentional accounting discrepancies, an adequately controlled 
uniform system of accounts is essential. In view of the fact that air 
mail contractors are subject to governmental control, the Govern- 
ment has been responsible for establishing the system of accounts. 

During 1930 a uniform system of accounts, patterned after rail- 
way accounting, was established. In 1934 the Interstate Com- 
merce Commission and the Post Office Department began the 
preparation of a revised system of accounts, and after many 
months finally established a uniform system, effective July 1, 1937. 
This system, although a move in the right direction, still proved 
defective in that it permitted nonuniform accounting practices 
in dealing with various items of income and expenses, important 
for mail rate-making purposes. Therefore, the usefulness of the 
reports for comparisons between companies was very limited. 
Finally, a new system was developed by a committee established 
by the airlines in collaboration with representatives of the Civil 
Aeronautics Board. This latter system became effective January 


I, 1942. It is presently being followed by all airlines and has 
proved reasonably satisfactory. 

The Civil Aeronautics Board was clothed with authority to 
prescribe the methods of accounting under Section 407(d) of the 
Civil Aeronautics Act of 1938, which reads as follows: 


“The Authority shall prescribe the forms of any and all 
accounts, records, and memoranda to be kept by air car- 
riers, including the accounts, records, and memoranda of 
the movement of traffic, as well as the receipts and expendi- 
tures of money, and the length of time such accounts, rec- 
ords, and memoranda shall be preserved; and it shall be 
unlawful for air carriers to keep any accounts, records, or 
memoranda other than those prescribed or approved by the 
Authority; provided that any air carrier may keep any 
additional number of accounts, records, or memoranda if 
they do not impair the integrity of the accounts, records, or 
memoranda prescribed or approved by the Authority and 
do not constitute an undue financial burden on such air 
carrier.” 
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Balance Sheet Accounts 

The balance sheet accounts (Exhibit 1) prescribed by the present 
uniform classification differ in no substantial respect from those 
employed by companies engaged in other industries. Special atten- 
tion may, perhaps, be drawn to some accounts characteristic of this 
industry, or which it shares with other transportation media. Un- 
der current liabilities may be mentioned air travel plan liability 
and ticket refund liability. Under deferred credits there is un- 
earned transportation revenue ; under operating reserves there are 
reserves for aircraft and for aircraft engine overhaul. Under 
surplus we find reserve for uninsured losses; this is matched by a 
fund for uninsured losses on the asset side under investments and 
special funds. The revenue and expense accounts, however, are 
peculiar to the air transport industry and are unique in that they 
provide for accounting for operations and the determination of 
profit or loss on the basis of functions performed by the several 


departments. 


Revenue Accounts 
The principal operating revenue accounts (Exhibit 2) of an 
air transport company are: 
1. Passenger 
2. Mail 
3. Express and Freight 
4. Excess Baggage 
5. Charter and Special 
6. Incidental 


The accounting for passenger revenue involves many factors. A 
careful audit of each ticket is required to assure that tariffs which 
‘previously have been filed with, and approved by, the Civil Aero- 
nautics Board have not been violated and that the passenger has 
not been over- or undercharged. Ticket reports submitted by 
ticket agents account for the proceeds of the sale of all tickets, re- 
gardless of which airline provided the transportation. There is 
included in revenue only the value of “on-line” transportation, the 
remaining value, if any, being credited to accounts payable to be 
subsequently paid to the airline or airlines providing the trans 
portation. 

The determination of the value of “on-line” and “off-line” reve- 
nue on an interline ticket frequently is quite complicated, as two 
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and possibly more airlines may have carried the passenger a greater 
distance at no greater fare than their competitor’s fare for flying 
a more direct course. Therefore, all airlines do not receive the 
same rate per mile, and if all passengers on a Braniff flight from 
Dallas to Houston should be connecting passengers it is quite pos- 
sible that each would yield Braniff a different fare. It is apparent 
that settlement of accounts between lines cannot be made on a 
mileage basis, but by prorating the combination of two or more’ 
local fares, based upon their competitors’ published fare for the 
shorter mileage. 


Interline Clearing House 

Some time ago the airlines formed a nonprofit corporation 
known as the Airlines Clearing House Association, Inc., which is 
located in Chicago, for the purpose of clearing all interline ticket 
transactions for its member companies, thus eliminating the neces- 
sity of each airline individually billing its accounts receivable. 
Each airline records from each interline ticket the ticket number, 
point of origin, destination, transfer point, connecting carrier, full 
through fare collected, amount of on-line revenue, and the amounts 
to be paid to all connecting carriers. The recording of this infor- 
mation is accomplished by the use of tabulating equipment. At the 
close of,each month all member airlines ship their mechanically 
punched cards to the clearing house where they are sorted by ma- 
chines and the receivables of one company matched with the pay- 
ables of another. Those cards not in agreement are automatically 
kicked by the machine into a special rack to be later manually 
reconciled. Before the mechanically punched cards are shipped 
each airline prepares and forwards to the clearing house a list of 
its accounts payable and accounts receivable for the month. If the 
total payable exceed the receivables, the company’s check for the 
difference accompanies the list to the clearing house, which makes 
settlement with the participating carriers. Conversely, if the re- 
ceivables exceed the payables, the clearing house promptly for- 
wards its check for such difference. 


Air Mail Revenue 

Substantially all the airlines in the country are compensated by 
the Government for carrying the mail on a pound-mile basis, which 
for the four largest lines is slightly in excess of .2 mills, and for 
the remainder .3 mills per pound-mile. Being paid for pound-miles, 
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it is necessary that most accurate records be maintained by the 
carrier of all mail transported. This is accomplished by use of 
report forms provided by the Post Office Department, the principal 
ones of which are Form 2702, “Report of One-Way Trip” ; Form 
2715, “Weight of Air Mail Dispatched from Post Offices” ; Form 
2715B, “Weight of Air Mail Transferred,” and Form 2720, 
“Monthly Trip Detail Sheet of Air Mail Pound-Miles Performed.” 
At all stations, including the originating station, the Post Office 
Department prepares its Form 2715 on which the number of 
pouches and outside parcels, and the weights of such are shown. This 
information is posted by the airline’s personnel to postal Form 2702, 
which acts as a manifest and accompanies the flight to its termina- 
tion. At each succeeding stop on the trip, the number and weight 
of pouches and outside parcels, enplaned and deplaned, are posted 
on Form 2702. In the event an airline’s personnel fails to remove 
a pouch or parcel at the station to which it was dispatched the air 
carrier is ordinarily quite severely fined for such mishandling. 

At stations served by two or more airlines, one airline frequently 
receives mail directly from the other, which is accomplished by the 
use of Form 2715-B. Representations of both the transferring 
and the receiving airlines are required to sign this form, which 
serves as a receipt from one to the other, and it is the responsi- 
bility of the receiving line to post the number of pouches and the 
weights of mails so received to the manifest or Form 2702 to 
which I have previously referred. 

At the termination of a flight the original copy of Form 2702 is 
forwarded by the airline personnel to the Post Office Department 
in Washington ; the triplicate is forwarded tothe regional super- 
intendent of air mail, and the duplicate with all copies of Form 
2715 attached thereto is forwarded to the general offices of the 
company. 

Employees of both the Post Office Department and the airline 
post the information contained thereon to Post Office Department 
Form 2720, “Monthly Trip Detail Sheet of Air Mail Pound-Miles 
Performed,” and upon receipt by the Post Office Department of 
the air carrier’s copy, following the close of each month, the two 
are compared. If it is found that the airline has omitted some 
pound miles an additional claim is required, but if an excessive 
amount is claimed by the carrier such excess is disregarded in 
settling the claim, or until it is resubmitted, properly substantiated. 
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Air Express Revenue 

Under the existing contract between the airlines and the Rail- 
way Express Agency, the airlines act as agents only for the ex- 
press company. No pickups or deliveries of express are made by 
the airlines, its service consisting only of transporting express ship- 
ments delivered to it by the agency. The airlines receive a per- 
centage of the net express revenue from shipments transported by 
air, but as no records are maintained by the airlines of the express 
charges of shipments transported by them, and as they have no 
knowledge of the total expenses to be charged against such revenue 
before the net is divided, the amount of the monthly express reve- 
nue is unknown until advice is received from the express company. 
However, the number of express pound-miles is known, which, 
when multiplied by the average yield per pound-mile realized in 
previous months, reasonably establishes the monthly express reve- 
nue and the express company’s liability. 


Miscellaneous Revenue 

Each passenger on the domestic airlines is allowed to transport 
forty pounds of baggage free with each adult ticket. Any pound- 
age in excess of such allowance must be paid for at the published 
tariff rate, which at present is, per pound, one-half of one per cent 
of the value of the air ticket. Inasmuch as a passenger, during an 
interline flight, may have excess baggage on one line and none on 
another, each line is required to determine and collect for any ex- 
cess transported only over its line. 

The accounting for revenue from charter and special flights and 
from incidental sources, such as the operation of restaurants, the 
sale of gasoline, materials, and supplies, the rental of operating 
properties, and the operation of limousine services, presents no 
special problems. In any event, the net income from such sources 
is relatively so unimportant as to justify no further comments. 


Operating Expense Accounts 

All the detailed expenses of an air transport company are con- 
tained in the eleven master expense groups shown in Exhibit 2. 
Each of these general groups contains from ten to twenty-one de- 
tailed accounts, which may be subdivided into any desired number 
of subaccounts, provided such subdivisions do not impair the 
integrity of the accounts prescribed by the Civil Aeronautics Board 
(Exhibits 3, 4, and 5). 
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STATEMENT OF GROUND AND INDIRECT EXPENSES 
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Exhibit 3 furnishes supporting detail for aircraft expenses as 
distinguished from ground expenses. Only a portion of the form 
is shown ; the complete form provides additional columns for dis- 
tribution of these expenses by types of aircraft. 

Exhibit 4 similarly provides details of ground and indirect ex- 
penses. It is, in effect, an expense distribution sheet, since it 
provides columns across the page (not shown in Exhibit 4) for 
functional grouping of expenses. These groups are as follows: 


450 Ground operations 

600 Equipment maintenance—indirect 
650 Passenger service 

700 Traffic and sales 

750 Advertising and publicity 

800 General and administrative 


The form also indicates the subaccounts to be extended into each 
column, 

At the bottom of the form are the direct ground expenses for 
maintenance and depreciation of ground equipment. These too are 
functionally spread across the page and supported by individual 
schedules as shown in Exhibit 5. 


Typical Operating Costs 

Expenses incurred in “Flying Operations” are those directly 
related to the movement of aircraft, such as the salaries of flight 
crews and their expenses ; aircraft engine fuels and oils, and taxes 
thereon ; flight equipment insurance and injuries, loss and damage 
not covered thereby, and any other expense directly related to 
the movement of the aircraft. 

“Ground Operations” includes the salaries of superintendents, 
engineers, meteorologists, dispatchers, communications operators, 
Station managers, ticket agents, service and other ground em- 
ployees. In addition it covers office supplies and expenses ; tele- 
phone and telegraph; heat, light, power, and water; rents of 
fields, buildings, and offices; motorized vehicle expenses; insur- 
ance, including public liability and employees’ compensation ; and 
injuries, loss, and damage not covered thereby. 

“Flight Equipment Maintenance—Direct” includes all expenses 
incurred in the repair and maintenance of aircraft and their 
component parts. “Ground Equipment Maintenance—Direct” 
includes all direct expenses applicable to the maintenance, re- 
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pair, and overhaul of ground equipment, such as station com- 
munication equipment, hangar, shop and ramp equipment, motor- 
ized vehicles, and buildings and other improvements. 

Under the general group, “Equipment Maintenance—Indirect,” 
are included the costs of superintendents, engineers, stock and 
stores employees, and other equipment maintenance employees; 
also unallocated shop labor, which includes clean-up time, sick 
leave, and vacation expense. Further, such group includes office 
supplies and expense ; telephone and telegraph ; heat, light, power, 
and water; rents of buildings; motorized vehicle expenses; stock 
and stores supplies and expenses; inventory adjustments ; and in- 
surance. It will be seen that each of these groups contains cer- 
tain types of expenses common to all other groups. 

The titles of the remaining five general groups are sufficiently 
descriptive to require no specific explanation. 


Payroll for Hourly Workers 

Braniff employs about 1,500 persons, The preparation of its 
payrolls and the production of its payroll checks are accomplished 
by means of punched card equipment, the use of which is fairly 
standard throughout the air transport industry. The time cards of 
mechanics and other hourly paid employees are prepared daily, 
and contain a complete distribution of the hours of work show- 
ing exactly how such time was employed. At the end of each pay 
period the total time for each hourly paid employee is accumulated 
mechanically and the hourly rate or rates of each employee applied, - 
to arrive at the total earnings, After the determination of amounts 
earned and the appropriate tax deductions, cards are punched 
showing this information for each employee. These cards are 
then sorted with other tabulating cards containing deductions to 
be made from the employee’s salary. These may total as many 
as fifteen. Upon completion of this task the payroll checks are 
mechanically produced on tabulating equipment. The determina- 
tion and production of the payrolls for all monthly paid employees 
is relatively simple. The checks for such employees are produced 
exactly as are those for the employees on an hourly basis. 

The computation of the pilots’ payroll, however, is rather com- 
plicated, because the pilots’ salaries are composed of three and 
possibly four elements, including base pay, hourly or flight pay, 
mileage pay, and terrain pay. 
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Pilots’ Payroll 

Base pay is the amount received whether or not any flight serv 
ices are performed and increases with each year of service with 
the company. It starts at $133.33 per month and reaches $250 
per month at the end of five years. Hourly pay is compensation 
pay for flight time, which varies with the speed of the airplane. 
Such pay ranges between $4.00 and $4.80 per hour for daylight 
flights, which is increased by 50 per cent for night flights. Hours 
of darkness are between 6:00 p.m. and 6:00 a.m., regardless of the 
season of the year. Mileage pay is related to the speed of the 
airplane and is determined by applying certain rates to all mileages 
flown during the pay period at speeds in excess of 100 miles per 
hour, Terrain pay is a differential paid by some lines to its pilots 
for flying over extremely hazardous terrain, such as long jumps 
over water, mountains, or desert areas. It is unlawful to fly a 
pilot more than 1,000 hours per year, or 85 hours per month, but 
during such 85 hours, or slightly less than 3 hours per day, a pilot 
who has attained the maximum base pay, and whose hours of 
flight are all performed at night, will earn between $900 and 
$1,000. 

Pilots are required to record accurately their hours of flight and 
to note any malfunctioning of the component parts of the air- 
plane *in the airplane’s logbook. Copies of the sheets from this 
logbook are forwarded to the maintenance department for its use 
in servicing or repairing the airplane, and also to the payroll de- 
partment. The information on such reports is mechanically re- 
corded and a tabulation of the hours of flight of each pilot showing 
dates, trip numbers, type of equipment flown, whether day or 
night, and other information is produced and becomes the work 
sheet for the computation of both flight and mileage pay. 
Depreciation 

Determination of proper depreciation eupenee is extremely 
difficult because of the obsolescence factor which is so real to an 
air transport operator. This business being so highly competitive, 
no operator can permit a competitor to operate a better type of 
equipment. Therefore it becomes a matter of “keeping up with 
the Joneses,” if you care to live and do well. In fixing mail pay 
rates, the Civil Aeronautics Board may apply any depreciation 
rate to an operator’s equipment it wishes. This rate may differ 
from the operator’s rate and both may differ from the rate or 
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rates applied by the Commissioner of Internal Revenue, Before 
the war the maximum life applied by any airline to its airplanes 
and engines, I believe, was five years. The experiences of the 
industry during the war has demonstrated that there may be no 
such thing as the complete consumption of useful life of flight 
equipment, because engines and airplanes are presently in use 
which were purchased and placed in service in the late ‘thirties. 
However, in all likelihood nothing remains of those original engines 
except the name plates and numbers. Ordinarily five years is the 
economic life assigned by an air transport operator to a new type 
of flight equipment, and provision is made only for a nominal 
residual or salvage value. At this time, considering the rapid 
‘strides which have been and continue to be made in flight equip- 
ment, it appears that an assignment of more than five years to any 
kind of flight equipment, even the most modern, is unwise and 
unjustified. 


Taxes and Insurance 

Taxes and insurance represent a very substantial part of the 
cost of operating an airline. While the various kinds and amounts 
of taxes to which airlines are subject are increasing and consti- 
tute a problem of complexity and importance, the cost of various 
types of airline insurance, as a result of the very favorable oper- 
ating experience of the air transport companies, is declining. Tax 
expense of an airline is second only to salaries and wages, the 
former being about 18 per cent of an airline’s total expense, while 
the latter represents about 38 per cent. Due to the growth and 
importance of the air transport industry, all taxing authorities 
appear disposed to exact the last pound of flesh from this young 
industry. The most recent illustration of this disposition is the 
state of Minnesota’s taxing of all flight equipment of Northwest 
Airlines within that state, despite the fact that much equipment is 
proportionately taxed by all other states through which it operates 
its transcontinental route. Legislation has been introduced in 
Congress designed to eliminate the “multiple taxation of air car- 
riers,” by the use of formulas for allocating the value of property 
possessing no fixed situs to the various states through which an 
airline may operate. 
Engine Repair Costs 

The most accurate detailed data are maintained on the overhaul 
of each airplane, including its engines and other component units. 
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Engines are completely disassembled and rebuilt after each 700 
to 750 hours of flight and an airplane will have undergone a com- 
plete overhaul during each 6,500 hours of service. Airplanes are 
not withdrawn from service for complete overhaul at one time, 
but are overhauled progressively upon a group basis, so as to 
minimize the time they are out of service. The cost of these 
group inspections and overhauls is determined upon an individual 
job basis and also collectively. We must know exactly what it 
costs to remove an engine, to disassemble it, to clean it, and to 
perform all the other functions incident to its complete overhaul 


and reinstallation in the airplane, if we hope to improve our per- © 


formance and profit by our experience. 

In mo other industry are the ordinary everyday operations so 
dependent upon proper accounting. In other industries, including 
all forms of surface transportation, safety is largely taken for 


granted, and it is customary to make repairs and replacements 


to equipment only when the failure of a part appears imminent 
and when wear promises to impair operating efficiency. Other in- 
dustries maintain records of the total hours of use of their various 
items of equipment principally for cost determination, In the 
air transport industry, however, the failure of flight equipment 
must be prevented, and to assure this all major components of such 
equipment are removed from service and thoroughly examined 
periodically. In the course of this examination an engine, for 
example, is completely disassembled and each of its 2,500 parts 
is carefully examined. If defective or worn, so as to no longer 
conform to rigid predetermined standards, it is replaced regardless 
of length of service. Over a period of time, therefore, every 
part of an engine may have been completely replaced part by 
part so that within four or five years not one nut, screw, or bolt of 
the original engine remains. 

A modern 21-passenger airliner costs about $130,000, Each 
of its engines costs $11,000 and each exhaust valve in the engines 
costs about $30. These costs are high but inescapable in the manu- 
facture and maintenance of such marvelously efficient and safe 
equipment. Regardless of the initial cost and the cost of mainte- 
nance, the airlines of the country have demonstrated their ability 
to provide fast, deluxe, and economical transportation, 
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INVENTORIES AND THE INTERNAL AUDITOR 
by GEORGE A. BRICAULT, Financial Analysis Section, 
Quartermaster Corps, War Department, 
and CECIL D. MARSHALL, Assistant Controller, 


Eagle Pencil Company 
New York, N. Y. 


HE verification of inventory quantities and amounts is an 

important function of the internal auditor, Whether the in- 
ventories are based on a complete physical count at the end of the 
fiscal year, on a complete count taken at the end of an earlier 
month, or on a continuous comparison throughout the year of 
book records with stock on hand, the internal auditor has im- 
portant responsibilities. This article describes procedures for the 
planning, organization, and conduct of a complete physical in- 
ventory with particular emphasis on the part played by the in- 
ternal auditor, and describes the steps ia internal auditing needed 
in those cases where a book inventory, verified by continuous 
check, is substituted for a complete physical inventory or the 
physical inventory is taken at some date other than at the end of 
the fiscal year. 


Organization 

The taking of an inventory is not something that can be decided 
upon at the last minute or on the spur of the moment. Proper 
planning is essential if the inventory is to be taken accurately 
and efficiently. Sufficient time should be allowed before the in- 
ventory date to make adequate preparations, A capable individual 
is selected and vested with over-all responsibility for the inven- 
tory. Whoever is selected should be clothed with full powers 
consistent with the accountability for a complete and accurate 
statement of this asset. All executives and departments should 
be notified of the appointment and scope of the individual's au- 
thority. In some organizations the chief internal auditor is the 
appointee, in others an independent major executive, and in still 
Others the general manager. In this paper the official will be 
designated as the executive inventory supervisor, The latter is. 
held accountable for a complete and accurate inventory within the 
limits established by the management, and is required to furnish 
the inventory certificate necessary for the independent public ac- 
countants stating the inventory methods employed. He is also 
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responsible for the preparation of the standard inventory pro- 
cedures, seeing that they are carried out, and coordinating all the 
inventory activities. In the performance of these activities he may 
appoint a staff to assist him, in addition to the key personnel. 
The plant (warehouse and branch) managers who are respon- 
sible for the local inventories are required to certify to their ac- 
curacy and that they were taken in accordance with the standard 
instructions, To assist them in carrying out their duties they will 
organize local inventory committees which will plan and supervise 
the activity. They will also arrange for the personnel necessary 
to take the inventory. The taking of the physical inventory will 
be delegated to physical phase inventory supervisors who will 
carry out the committee’s plans. The accounting functions will 
be delegated to the plant accounting departments whose repre- 
sentatives will be accounting phase inventory supervisors, 
Duties of the physical phase inventory supervisor include the 
responsibility and supervision for the preinventory preparations, 
proper tagging of all goods, accurate counting of stock to be in- 
cluded in the physical inventory, writing of tags, and transcrib- 
ing quantities from stock records for items to be taken from the 
books. 


Accounting Phase Supervisor 
The accounting phase inventory supervisor is responsible for: 

Establishing cutoff dates. 

Pricing the inventory. 

Tabulating and summarizing it. 

Preparing certain schedules, consisting of 


Goods out on consignment. 

Material paid for in advance. 

Material in transit. 

Goods consigned to the company. 

Material furnished by customers and prime con- 
tractors, including equipment returned for re- 
pair and adjustment. 

j g- Any other property includible in the inventory 

: in custody of others. 
h. Property of others on the premises of the com- 


pany. 


mo ao re 


Material furnished to vendors and subcontractors. 


 @ 
i 
4 
| 
q 
q 


NOVEMBER 15, 1946 379 


He is required to adjust the books to agree with the final inventory. 
This official controls and distributes the inventory tags, schedules, 
and forms which should be serially numbered. 


Duties of Internal Auditor 


The internal auditor assigned to the plant or branch is held 
accountable for the checking of the inventory preparation and pre- 
inventory audit of stock records. During the inventory taking the 
auditor will make test counts, test examinations of tag writing (in- 
cluding the identification of material), and will see that all the 
inventory is properly tagged. The auditor is also responsible for 
accounting for the serially numbered tags and forms. He will pre- 
pare confirmation requests for the property of the company in the 
custody of others and property of others on the company’s prem- 
ises as indicated by the various schedules prepared by the account- 
ing supervisor. 


Inventory Instructions 


The local inventory committees through their internal auditors 
make surveys of their respective plants, particularly the stock- 
rooms and stock records. After considering the auditors’ reports, 
the committees make their recommendations of inventory pro- 
¢edures to be used to the executive inventory supervisor. This 
official, together with his advisers, considers these recommendations 
along with previous inventory procedures, changes occurring since 
then, and suggested improvements subsequently adopted. A pre- 
liminary draft of the standard instructions is prepared and sent to 
the local committees for their criticisms and approvals. If neces- 
sary, conferences are held between representatives of the staff 
and the local committees to iron out any differences and to explain 
any ambiguities. The plan is then revised and submitted to the 
chief internal auditor for his approval and criticisms. The neces- 
sary changes are then made and the instructions issued in final 
form. 

The manual must be written in simple, clear language. If pos- 
sible, the manual should be subdivided functionally so that sections 
may be issued to persons concerned with particular parts instead of 
providing them with a complete manual. Inventory organization 
charts and sample forms are very useful if they are incorporated 
in the manual and explained. The instructions should give detailed 
descriptions covering the following : 
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. Dates and places that inventories are to be taken. 

. Definition of the duties of each person concerned with 
the inventory. 

. Special instructions to crew supervisors, leaders, etc. 

Control and distribution of tags and forms. 

. Tag writing methods, 

. Identification methods and standards. 

. Preinventory work in connection with stock cleanup, 
records, and other matters. 

Items to be counted and those which are to be taken 
from stock records without counts. 

Transcription of stock record balances for items not 
counted, including verification of such balances. 

. Counting methods (including weighing, scaling, formu- 
las, etc.) 

. Checking of identification, tagging, counting, and tag 
writing. 

Methods of determining and verifying company prop- 
erty in hands of others, together with instructions 
for the preparation of schedules and confirmation 
requests, 

13. Methods of determining property of others held by the 
company, as well as the preparation of the related 
schedules and confirmation requests. 

14. Pricing and valuation methods, together with a state- 
ment of principles. The pricing of seconds, obsolete 
goods, salvage scrap, etc., should also be covered. 

15. Calculations and their checking. 

16. Tabulation and summarization, and checking of these 
operations. 


The manual should be made available to the local units as early 
as possible so that it can be studied by the personnel concerned and 
any ambiguities cleared up promptly. 

At a later date a master list of prices may be prepared for pric- 
ing purposes and copies sent to the various units. Usually this is 
not available until after the close of the year. Some organiza- 
tions prefer to have the pricing, tabulating, and summarizing done 
in the home office. 


Items Subject to Physical Inventory 
Proper storage of items to be inventoried is essential for an 
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accurate and efficient count. The fundamental requirements of 
proper storage are identification, classification, and accessibility. 
Accessibility may be defined as the arrangement of items in a 
manner to facilitate counting. Storage rooms should be spacious 
enough to prevent overcrowding. 

To facilitate identification all stock in storerooms should be 
carefully binned and clearly labeled. Assemblies and material in 
machining and manufacturing areas should be marked so that the 
part number, operation number, description, and product class will 
be readily identifiable. Assemblies not made to usual engineering 
specifications should be plainly designated so that present or needed 
parts can be readily noted and this information included on the 
inventory tags. Every effort should be made to complete all un- 
finished assemblies prior to the inventory date and, wherever pos- 
sible, all subassemblies should be brought up to the next engineer- 
ing specification stage. 

Stock records for goods to be counted should be brought up to 
date and balanced. 


Items Not Subject to Physical Inventory 
In cases where items are to be inventoried directly from stock 


records, an audit should be made to verify the accuracy of the rec- 
ords and establish proof of an adequate control. Unsatisfactory 
conditions should be reported to the plant manager, with the recom- 
mendation that such items be included in the physical inventory 
unless there is sufficient time to establish an adequate and accurate 
control. Shortly before the inventory date the Tecords should be 
reviewed again to ascertain that they will be up to date with all 
deficiencies corrected, and that they will be properly balanced. 

In connection with materials in custody of others, the parties 
concerned should be advised of the contemplated inventory. If the 
outsiders indicate their inability to supply a schedule of goods held, 
based upon physical counts, measurs should be taken to assist them 
to provide the required data. 


Final Preparations 

Every effort must be made to see that receiving, incoming in- 
spection, shipping, packing, and similar departments are promptly 
cleared of goods to be included in the inventory. Any merchandise 
remaining in these departments must be clearly identified as to 
whether or not it is to be included in the inventory. Cutoff control 
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records should be established a few days before the inventory date. 
All material delivered after the cutoff date and during the inven- 
tory should be kept separately from other stock. : 

The plant manager, through his committee and the plant internal 
auditor, must ascertain that preparations are progressing satis- 
factorily. The plant manager should make at least one personal 
survey. A final check a few days before the inventory date is a 
prerequisite. Needless to say, each person in charge of a particu- 
lar part of the inventory activities should be sure that his sub- 
ordinates understand their instructions. Trial runs for counters, 
tag writers, and related checkers can be used to advantage. The 
identifiers and checkers must be well acquainted with items of 
stock. 


Inventory Taking 

It is essential that a record be kept of tags and other form 
numbers to be used during the inventory. In order to maintain 
control and effect the proper distribution of inventory tags and 
other related supplies, a tag custodian should be appointed. After 
the tags have been issued they are attached to all items to be inven- 
toried. Differently colored tags are used to distinguish between 
goods to be counted and those to be taken from book records; 
still other colors are used to designate property of others on com- 
pany premises. 

When the tags have been attached to all goods, the tag writer, 
accompanied by an identifier who is a representative of the depart- 
ment under inventory, makes out the tag. The counters follow 
them, noting the counts on the tags. Identification checkers from 
engineering, production, or inspection departments and count veri- 
fiers in turn follow the counters, ascertaining that the tags are cor- 
rect. A review of the room or area is made to ascertain that all 
items are tagged. Differences are taken up with the proper super- 
visor. These activities may be rearranged to suit the particular 
company involved. 

Tags are not picked up until the internal auditors have made 
their test counts and have satisfied themselves that all items are 
properly tagged. After the tags are picked up the collector first- 
ascertains that both the original and duplicate are complete in all 
respects and that initials of counters, writers, identifiers, and re- 
spective checkers are noted on them in the proper places. Any 
incomplete tag is called to the attention of the supervisor, who by 
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reference to his personnel records determines the person respon- 
sible and has the situation remedied. The original and duplicate 
tags are delivered to the tag custodian who accounts for all tags 
and separates the original and duplicate copies. When all tags have 
been picked up, the counters, writers, identifiers, and checkers are 
released for work in other areas. 

The original tags are used to tabulate and summarize the inven- 
tory quantities of each particular class of goods and the totals for 
each commodity recorded on the inventory sheets. The duplicate 
tags are forwarded to the production department for posting quan- 
tities to their records. In some concerns the quantities of each item 
are compared with perpetual records at this point, and any dis- 
crepancies are immediately investigated during the progress of 
the inventory. If this is not practical, goods should be kept under 
control until the inventory is completed. 


Book Inventories 

Either before or during the inventory count, the quantities of 
items not to be counted are transcribed to the inventory sheets. 
These amounts should be written in a different color than the 
quantities which have been taken from count tags, or listed on a 
different form, Confirmation requests for company property in 
custody of others and for goods belonging to others but in custody 
of the company are prepared by the plant accounting department 
and checked by the internal auditor. The replies received from the 
internal auditors reconcile the quantities with those on the memo- 
randums records and books. In some cases it is preferable to have 
a company representative count the goods on the custodian’s prem- 
ises rather than to resort to confirmations. 


Pricing and Summarizing the Inventory 

The management’s statement regarding the inventory valuation 
principles should define cost; that is, the items to be included in 
cost of inventory and the basis on which it is to be determined, 
such as average, first-in first-out, last-in first-out, standard, or 
other recognized pricing methods. If standard costs are used, the 
policy regarding the treatment of variances should be stated. Where 
market is to be used it must be defined and the sources of informa- 
tion indicated. Before inventories are priced a survey should be 
made to determine obsolete items and excess quantities. This is 
accomplished by a review of the perpetual inventory records. In 
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addition, the counters and identifiers should be instructed to indi- 
cate on the tag or otherwise report any items not in good condition. 
This information should be transferred to the inventory sheets. 

The pricing of the inventory, at lower of cost or market, is done 
in accordance with the standard inventory instructions. Particular 
care must be exercised in verifying the description of the inventory 
item with the price list and ascertaining that the price is quoted in 
the same units as the inventory quantity. Precautions must be taken 
to prevent the pricing of seconds, obsolete goods, scrap, and sal- 
vage at other than realizable prices. Identical goods should be 
valued at the same price; this applies particularly to warehouse, 
branch office, and consigned stocks. Of course all items which are 
not property of the company are not valued. 

The inventory is then extended, footed, and summarized. These 
calculations are then checked, with particular attention to the 
placing of decimal points. 


Comparison with Book Records _ 
The inventory quantities, including those items not counted, 


should be compared with perpetual inventory and cost records and 
all differences investigated. Further, it should be ascertained that 
property of others has been accounted for and all deficiencies in- 
vestigated. One procedure for the investigation of differences is 
given below: 


1. Compare previous inventory with present, looking for 
large amounts which may reveal errors in extension 
or errors in pricing. 

2. Verify part number shown on inventory tag or record, 
if possible. 

3. Review departmental tickets with the foreman who, be- 
ing familiar with part numbers and the material, may 
readily recognize an error in entry of a part number 
on the tag or record. 

4. Review all large quantities on the two inventories for 
number, 

5. Review entries in inventory accounts. ‘This particularly 
applies to accounts where differences almost offset 
each other. If over in one account and short in an- 
otber there is a possibility that an error exists in 
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an entry on the production order register in the cost 
department. A closed order may be entered in the 
wrong column. An audit of such accounts will bring 
to light the incorrect entry. 

6. Contact the production control or production depart- 
ment for errors in part numbers they have found in 
posting the inventory quantities to their records. 


In general, the internal auditor’s duties relate to checking the 
accuracy of records and appraising the effectiveness of the internal 
control over the transactions relating to them. The latter respon- 
sibility is the more important because adequte control practically 
insures the accuracy of the records. Inasmuch as absolute agree- 
ment is seldom found, the auditor must check the records and 
adjust them, thus supplying the missing elements of control. As 
he finds methods of tightening the controls and making them more 
effective, revisions in the business system are recommended. 

An efficient internal control over inventories can save consid- 
erable money, many times more than the cost of maintaining it. 
One of these savings is the prevention of waste. Another is the 
elimination of the necessity for expensive year-end inventories. 
Furthermore, many experienced accountants point out that, despite 
all precautions, year-end inventories are not usually as trustworthy 
as are appropriate and accurate perpetual inventory records., Most 
persons who have traced differences between book and physical 
inventories will confirm this. ; 


Principles of Internal Control 


The basic principle of sound control is that movements of goods 
through the plant should be rigidly controlled by means of inven- 
tory and cost records. As far as is practical, stock should be de- 
livered only upon proper requisitions or authorizations. Any re- 
lease from accountability other than through proper delivery should 
be approved by an independent major executive. 

It is assumed that proper control procedures have been estab- 
lished over the activities of the purchasing, receiving, incoming 
inspection, storing, and shipping departments, These procedures 
cover the processing of purchase requisitions, purchase orders, re- 
ceiving and inspection reports, stores requisitions, etc. They also 
include the proper functioning of the perpetual inventory records 
and the work of the accounts payable section. 
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Examination of System 
With these principles in mind, the internal auditor examines the 
system used as follows: 


1. Review manuals dealing with inventories and related 
procedures including purchasing, receiving, inspec- 


tion, storing, handling, packing, and shipping. The 
_ relevant methods of recording the accountabilities and 
— discharge of these responsibilities for the goods must 
my 4 also be examined. The objective is to see that the 
_ paper work is coordinated with the physical aspects 
. q and processes, to provide a background for intelligent 
-_ auditing and to detect weaknesses. 
og : 2. The auditor should go into the plant and warehouse and 
q observe the physical aspects of the functions and how 


_ the original data are compiled by clerks. 

3. The office records should be examined for neatness, 

authenticity, approvals, reasonableness, and their crea- 

— tion. Usually this work can be combined with the 

— auditing of the transactions and will therefore be 

discussed further with the treatment of the latter ’ 

topic. 

It will be to the auditor’s advantage to examine the 
recommendations made and the deficiencies noted in 
connection with previous audits and to follow them 

2 up to determine whether the advice then given was 

— adopted or the defects corrected. 

— A record is made of the weaknesses detected in this pre- 

_— liminary review to be used in determining the scope 

; of the audit. 


—_ Audit of Transactions and Records 
-_ The observation of the operations and related record keeping 
- g provides the auditor with a background for the intelligent ex- 
amination of the records. The purposes of examining the trans- 
actions and records are: 


1. To determine the correctness of the records. 
2. To evaluate the internal check and control. 
3. To discover whether established routines and methods 
are being followed. 
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With these objectives established the audit procedures described 
below may then be followed. 


Perpetual Inventory Records 
1. Examine records for the period to see that they are properly 
and well kept. 
2. Test-check mathematics. 

. Take trial balance at audit date and compare with control. 
Trace any differences and obtain necessary explanations. 

Vouch entries with receiving and inspection tickets, pur- 
chase invoices, completed requisitions, billing and ship- 
ping records, as well as other internal records, to check 
quantities and prices of receipts, transfers and credits to 
perpetual records (other than write-offs). Test postings 
as necessary. 

. Audit data used for vouching. See that they are properly 
authorized and approved. Check mathematics and pric- 
ing. Use collateral data where necessary. Investigate all 
erasures and changes. 

. Make test counts of stock and compare with balances. In- 
vestigate all differences carefully ; determine cause. Ad- 
just records after obtaining proper approvals. 

. Obtain previous monthly trial balance records to see whether 
accounts are balanced regularly. Compare totals of some 

' with related control account. Check individual balances 
with accounts. Investigate all differences. 

In connection with all important discrepancies developed 
during the audit, determine whether accounts have been 
properly adjusted in accordance with company policies 
within a reasonable time, and whether all corrections have 
been approved by the appropriate executive. (In some 
instances shortages will be charged against employees 
personally. If so, determine what funds were col- 
lected). See what measures have been taken to prevent 
recurrence of similar mistakes. Recurrent discrepancies 
in the current and previous periods should be force- 
fully brought to management’s attention. 

9. Compare quantities on hand with 
a. Authorized maximum stock level. 
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b. Current consumption rate. 

c. Anticipated requirements (budgeted). 
Obtain data regarding discontinued lines and products, 
changes in materials, and supplies used. From this in- 
formation compile list of excess, obsolete, or slow-mov- 
ing stock. Compare list with duplicate advices to manage- 
ment relating to these situations. Find reason why these 
were not reported and include list of items of which man- 
agement was not previously informed in audit report. 
Valuation of obsolete and slow-moving goods should be 
investigated. 

Scan records to see what measures have been taken with 
regard to previously reported excess, obsolete, and slow- 
moving stock, and their effectiveness. 

. Investigate all write-offs and write-downs as well as un- 
usual credits in inventory accounts. See that all are 
approved. 

Confirm the following stocks located on outside premises: 

a. At warehouse. 

b. On consignment out. 

c. Materials and supplies out for subcontracting. 
d. At sales agents, 

13. Confirm consignments in. 

14. Correlate cut-off of sales, sales returns, purchases, and 
purchase returns with related records. 

15. Examine shipping records for unrecorded or unauthorized 
shipments. 

16. Examine receiving records for goods received for which 
liabilities have not been recorded or accounted for by 
consignments in. 

17. If goods in transit records are kept test-check these as 
necessary. 

18. Compare inventory values with insurance coverage to 
determine whether company is adequately protected. 


Purchase Journal 
The auditing procedures and techniques are summarized below. 


1. Vouch purchase journal entries with invoices. 
2. Examine invoices used in vouching. 
a. Establish receipt of goods by comparison of re- 
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ceiving and inspection tickets, especially as to 
quantities, quality, sizes, and condition of goods. 
Investigate any erasures and changes in tickets. 
See evidence that quantities have been charged 
into perpetual records, 

b. Compare purchase orders with invoices as to price, 
quality, size, quantity, payment, terms, freight 
charges. 

c. If any errors are noted, care should be taken to 
see that adjustment was taken into considera- 
tion in paying the bill. The routine for charging 
or crediting back customers should be systematic 
and should provide for infallible addition or 
deduction from invoices. 

d. Note whether all available discounts have been 
taken. 

e. Compare some receiving slips with department 


records. 


Other Records 
Receiving records may be checked from copies obtained directly 


from the receiving department. The quantities on a number of 
receiving slips should be traced to stock records and vouchers. 
For shipping records reconcile shipments and billings. It is also 
wise to make a test to determine that all shipments are recorded, 
using slips, sales invoices, return memos, freight bills, etc. Scru- 
tinize outgoing records for shipments other than sales and investi- 
gate any unusual items. Finally, shipping and receiving records re- 
lating to plant and branch shipments should be matched up for 
test periods. The interplant accounts should be reconciled. 

As to consignments, agents’ reports should be checked to deter- 
mine that sales are transferred to accounts receivable. Stocks in 
hands of agents should be analyzed as to age held. If the analysis 
indicates any shipments heid unduly long, the matter should be 
reported to the proper authority. Balances shown by consignment- 
in records should be verified by correspondence in addition to test- 
ing the entries with original data. 


Cost Accounting Records 


Cost accounting records and methods should be reviewed to 
ascertain that company policy is being followed and 
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ptiate cost accounting principles are observed. In this connection 
the auditor should determine that adequate accounting is made for 
materials, supplies, and finished products. If standard costs are 
used, material and other variances should be analyzed to determine 
whether variances are in part occasioned by loose control over 
materials and supplies. 


Pricing 
Perpetual inventory record prices should be checked with pur- 
chase invoices and cost records. Slow moving, obsolete, excess 
stocks, damaged goods, scrap, seconds, etc., should be valued at 
realizable values. If not, this should be called to management’s 
attention. The same action should be taken in cases where market 
prices are below cost. Although the matter of proper cost records 
is not within the scope of this paper, the auditor must examine 
such records to ascertain that policies authorized by management 
are followed and that any unauthorized changes in methods are to 
be reported to management. The same is true of all inventory 
pricing in relation to company policies. 
Internal Audit Report 
The internal audit report should provide the following informa- 
tion: 
. Summary of inventory showing the important divisions 
and locations. 
. Explanation of the basis of pricing. 
. Résumé of gains or losses sustained through disposals 
(other than sales), write-downs and write-offs of 
excess, obsolete, and slow-moving stocks. 
4. Unreported excess, obsolete, and slow-moving stocks. 
. Violations of company policies, 

6. Disregard of established procedures and routines as 
well as the employment of unauthorized procedures 
and routines. 

7. Summary of shortages. (May be used by management 
as indicator of efficiency or as a guide to action.) 


Recommendations of improvements should be called to the atten- 
tion of management in a separate report. In some companies this 
method is also used to advise management of important violations 
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RESEARCH SERIES NO. 8 


POSTWAR PRACTICE IN ACCOUNTING FOR 
EMERGENCY FACILITIES 


Section Three 
( 
Vol. XXVIII, No. 6 NOVEMBER 15, 1946 ‘ 
U 


The present report, on “Postwar Practice in Accounting for Emergency 
Facilities,” is the third in a series dealing with problems relating to the 
amortization of the cost of emergency facilities. The first, dealing with the 
tax aspects of accelerated amortization, was published as Section II of the 
Bulletin of June 1, 1945, under the title “Accelerated Amortization Under 
Certificates of Non-necessity.” The second, which analyzed the various alter- 
native viewpoints for accounting for these facilities on the books of ac- 
counts and in financial statements, was published as Section II of the Bulletin 
for January 1, 1946, under the title “Accounting Problems Arising from 
Tax Amortization of Emergency Facilities.” 

This report is based on a factual study of the practices which leading 
American corporations have followed in accounting for emergency facilities 
with continuing usefulness, as revealed by published annual reports for 1945. 


It has been prepared by the Headquarters’ research staff, reviewed by the 
Committee on Research, and is being published in the belief that information 
on the practices followed in this area will be of current interest and will 
contribute to later studies in the broad field concerned with the spreading of 
costs over periods of time. s 
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POSTWAR PRACTICE IN ACCOUNTING FOR EMERGENCY 
FACILITIES 


AS A result of the Presidential Proclamation of September 29, 
1945, terminating the emergency period with respect to emer- 
gency facilities acquired under certificates of necessity, many com- 
panies owning those facilities were faced with the problem of how 
to account for their postwar use. Some seven billions of such 
facilities had been acquired, and in most cases they were amortized 
at the annual rate of 20 per cent for both tax and accounting pur- 
poses. Many of the facilities were only partly amortized at the 
above date, and many were to have continued usefulness to their 
owners. 

“The prospect of a longer period of utility than that reflected in 
the wartime rate of amortization, along with the action by most of 
the companies, for tax purposes, of accelerating and recomputing 
the previous amortization deduction under Section 124 of the In- 
ternal Revenue Code, posed certain significant questions concern- 
ing the accounting policy to be followed with respect to these facil- 
ities. Should the assets be completely written off on the books? 
If not written off, at what net amount should they be carried ?* In 
those cases where the facilities were to be carried on the books in 
_ an amount lower than cost less normal depreciation, to what extent 
and by what means should burden accounting and product costing 
recognize the regular or normal depreciation during the years fol- 


lowing 1945? 


Questions Covered in Former Study 

It was for the purpose of analyzing these questions and outlining 
alternative methods with their various advantages and disadvan- 
tages that Research Series No. 6 was issued as Section II of the 
N. A.C. A. Bulletin on January 1, 1946, under the title, “Account- 
ing Problems Arising from Tax Amortization of Emergency 
Facilities.” 

Five alternative methods were presented with reference to a 
typical, hypothetical case. In that case, certain emergency facilities 
acquired under certificates of necessity in September, 1942, had 
been amortized at the 20 per cent rate both for tax and book pur- 


_ * Throughout the study the term “write-off”, and its variants, are used to 
indicate credits either to a valuation reserve or to the assets accounts, unless 
otherwise specified. 
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poses to September 29, 1945—a period of three years. The amor- 
tization was to be accelerated and recalculated as of that date so as 
to achieve a complete write-off of the equipment in that period for 
tax purposes. The facilities were to be continued in use and it was 
estimated at the end of 1945 that their over-all life, from time of 
acquisition, would be ten years, including the three years of the 
emergency period and seven years of the postemergency period. 
The alternative methods presented were: 

1. Complete write-off of assets in 1945 for both balance 
sheet and profit and loss purposes, with subsequent omis- 
sion of depreciation charges. 

Adjustment of the accumulated amortization reserve, and 

of the charge for 1945, to a basis of regular ten-year de- 

preciation. 

Retention on the books of the unamortized balance as of 

September 29, 1945, to be depreciated over the remaining 

seven years of estimated useful life. 

Adjustment of the unamortized balance as of September 

29, 1945, to give effect to an appraisal by company offi- 

cials, the adjusted balance to be depreciated over the re- 
maining seven years. 

Complete write-off of the assets in 1945 for balance sheet 

purposes, but with provision for depreciation for costing 

purposes in the ensuing years. 


Purposes of This Study 

Since that report was issued companies have published annual 
reports for 1945 indicating, in different degrees of completeness, 
their policies and procedures with respect to the above methods. 
One purpose of the present study, therefore, is to analyze a num- 
ber of these reports to determine to what extent the above methods 
are being followed in accounting for the postwar use of the emer- 
gency facilities. The second purpose of this study is to determine 
_ from the published reports the various methods followed in ac- 
counting for the write-offs or write-downs of the facilities in 1945 
which resulted either from the election of certain of the above 
described procedures relative to facilities having postwar utility 
or the complete abandonment of such of the facilities which were 
determined to have no further use. The study is entirely factual 
and is not designed to advocate, or to justify, any particular pro- 
cedure. 
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The Data 

The facts presented in the following pages were gleaned from 
forty-five published reports. In selecting the companies for study, 
no attempt was made to follow a particular pattern or to create a 
specific sampling. The only requirements were (1) that the state- 
ments be available to the public, (2) that they indicate substantial 
holdings of emergency facilities as of the close of the emergency 
period, (3) that they be informative as to policies and methods 
of accounting for the facilities. With respect to the latter criterion, 
unfortunately some of the reports were obscure. In some cases, 
however, the companies were so well known and such large holders 
of emergency facilities that it was deemed necessary to include 
them in the study even though certain questions concerning their 
practice were not answered fully in their reports. The companies 
whose reports are included in the study are listed in the appendix. 

One of the striking impressions gained in the study is the great 
diversity of reporting practices followed by the several companies. 
Thus of the forty-five reports analyzed and included in the study 
only twenty-four reported in one form or another the actual amount 
of emergency facilities retained as of December 31, 1945. The 
other reports, through profit and loss and surplus charges and other 
means, indicate substantial holdings on that date, but not their 
exact amounts. In the case of the more informative twenty-four 
reports the information was presented by different means. In some 
cases it took the form of direct balance sheet presentation through 
a segregation of emergency facilities and nonemergency facilities. 
In others, it took the form of footnotes to the balance sheet or a 
separate exhibit of plant assets and reserves. In still other cases, 
the facts were disclosed in the text of the report to stockholders by 


- the president of the company or the chairman of the board of 


directors. 


I 


ACCOUNTING For Postwar USE oF EMERGENCY 
FACILITIES 


The twenty-four reports disclose aggregate holdings of emer- 
gency facilities on December 31, 1945, with an approximate cost 
of $782,000,000, or more than 10 per cent of the reported 7 billions 
of acquisitions of emergency facilities by all companies. Table I 
presents the cost of the facilities reported on December 31, 1945, 
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along with the owning companies’ total depreciable plant assets 
and the respective ratios. The data is presented in the order of 
the ratios—from low to high. 


TABLE I 


Comparison of Book Values of Emergency Facilities and Total 
Depreciable Fixed Assets Before Depreciation and Amortization 
as of December 31, 1945—24 Companies 

1 2 3 
Emergency facilities Total depreciable plant assets Ratio 1 to 2 


$ 2,972,415 
26,688,012 
5,230,619 
10,820,000 
2,670,827 
10,114,135 
26,315,911 
34,500,000 
12,425,000 
82,278,693 
24,782,359 
1,087,247 
10,563,023 
1,146,118 
33,268,702 
6,578,049 
299,087,039 
13,028,044 
124,121,236 
37,117,542 
6,843,071 
2,459,974 
2,148,073 
6,603,219 


$ 141,285,487* 
899,974,631* 
162,907,440* 
291,964,502* 

64,790;455 
198,548,399 
422,084,432" 
508,628,689* 
171,298,363* 

1,048,595,225* 
281,119,739 

12,209,814 

96,764,004* 

10,199,252 
280,374,699* 

54,443,582 

2,336,172,714 

98,760,085 
8098, 166,122* 
236,777,199* 

32,038,136 

11,412,383 

8,721,764* 
20,336,180* 


2.1% 
2.9% 
3-2% 
3:7% 
4.1% 
5-1% 
6.2% 
6.8% 
7.2% 
78% 
8.8% 
8.9% 
10.9% 
11.2% 
11.9% 
12.1% 
12.8% 
13.2% 
13.8% 
15.7% 
21.3% 
21.5% 
24.6% 
32.490 


* Including land since these companies did not separate land and depre- 
ciable assets on their balance sheet. It is understood, of course, that the 
emergency facilities listed in column 1 may also include land. 
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From the above array of percentages, it is noted that the median 
lies between 8.9 per cent and 10.9 per cent. 

In considering the foregoing data on holdings of emergency 
facilities, it is assumed that all have postwar utility and have not 
been abandoned. While the evidence to support this assumption is 
not conclusive, a number of the reports definitely indicate that this 
is so and, furthermore, their presence on the balance sheets along 
with plant assets, even though fully reserved, may be taken as evi- 
dence of at least some expectation of future use. 


Use of the Alternative Methods 

In the following tabulation of the various methods used by the 
companies studied as indicated by their reports, it has been neces- 
sary to combine methods A and E into one class, since the pub- 
lished reports give too few clues as to company practices relating 
to costing for internal uses. Two additional classifications have 
been added: Method X for companies which did not conform their 
accounts to their tax returns and used regular depreciation on 
emergency facilities for book purposes throughout the emergency 
period, with no change for postwar accounting ‘purposes; and 
Method Y for companies which have emergency facilities not fully 
amortized and which are continuing amortization on a 60-month 
basis for book as well as tax purposes. The methods followed by 
the forty-five companies are classified as follows: 


TABLE II 


Analysis of 45 Reports as to Methods of Accounting for Postwar 
Use of Emergency Facilities for Financial Statement Purposes 


Method 
Complete write-off in 1945 
Adjustment to 10-year basis 
Unamortized balance spread over 7 years.... 
Appraised value spread over 7 years 
Normal depreciation used for book purposes. 
Amortization continued on 60-month basis. . 
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Each of the methods used is commented on as follows: 


Method A/E—Complete Write-Off for Statement Purposes 
| Without, or With, Provision for Depreciation for in- 
! ternal Costing Purposes 

é Of the 31 companies in the above category, all but two continue 
to report the facilities on the balance sheet, but fully reserved. The 
two companies which do not do so have removed the facilities en- 
tirely from the statement. 

Efforts were made to determine to what extent depreciation on 
fully amortized facilities is being recognized for internal costing 
and other management purposes. In several cases, the published 
reports afford some indication that such recognition may be present 


available from nonpublished sources to the effect that imputed de- 
preciation is being considered in make-or-buy, pricing, and other 
management calculations. Unfortunately, however, the informa- 
tion available is too scanty to permit a classification for this pur- 
pose of the companies studied. 


Method C—Depreciation of Unamortized Balance Over Re 
maining Life 

The reports of the four companies in this category give no indi- 
cation as to the reasons for adoption of Method C. Two cases, 
however, are of interest for the way in which they arrived at the 
unamortized balance. In one case the claim for tax refund appli- 
cable to the retained facilities was applied in part to reduce the un- 
amortized balance which is to be carried forward and depreciated. 
“The aforesaid reduction in carrying value is equal to the estimated 
tax saving which would result if the carrying value, before such 
reduction, were deductible for tax purposes in the future, at a rate 
of 38 per cent”.* In the other case, the write-down was in the 
amount of the tax reduction. 


a Method D—Depreciation of Appraised Valuation Over 
Remaining Life 

| Four reports fall in this category. One report explains that an 

| extraordinary amortization provision was made in 1945, in addition 

to that provided for at the 20 per cent rate, to cover the excess of 


* Quotations throughout, unless otherwise indicated, are from the published 
financial reports. 


for costing purposes. In several of the cases, too, information is . 
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the wartime cost of the facilities over their normal cost, “and was 
intended to cover any portion of such excess cost which had not 
already been recovered through the periodical charges”. Another 
of these companies, in addition to providing a 100 per cent reserve 
against facilities whose postwar usefulness is uncertain, provided 
an additional reserve of $20,000,000 “for the purpose of eliminat- 
ing the estimated excessive wartime construction cost of the re- 
maining facilities.” 


Method X—Regular Depreciation Throughout Emergency 
Period Period 

Two companies are in this category and depreciated the facilities 
at normal rates throughout the emergency period for book pur- 
poses although the 20 per cent rate was used for tax purposes along 
with the accelerated amortization. In one case, the report definitely 
states that this procedure was confined to those facilities which at _ 
time of acquisition were believed to have postwar utility. The other 
company in this group modified the above method in that it in- 
creased the depreciation reserve against the facilities in an amount 
equal to the tax benefits to be derived from tax acceleration. The 
offsetting charge was to a postwar reserve for the tax benefit ap- 
plicable to prior years and to 1945 income in amount of that year’s 
tax reduction. 


Method Y—Continuance of 60-Month Amortization 

Only one of the companies studied falls in this group. This 
company both for tax and accounting purposes is continuing 60- 
month amortization on those facilities which are believed to be still 
useful. 


II 


ACCOUNTING FOR ACCELERATED AMORTIZATION AND TAX 
Savincs REsuLTING THEREFROM 


This section deals with the second phase of the study, namely, 
the practices followed in 1945 in accounting for the write-offs or 
write-downs of emergency facilities and the related tax savings or 
refunds. This phase of the study is not confined to facilities having 
postwar usefulness, but also includes those which were abandoned 
as having no further use. 
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The problems were specifically :* 
1. Where to charge the write-off of the facilities (in the case 
of those companies which wrote them off, or down). 
2. How to record the tax saving or refund claim resulting 
from the acceleration of the amortization. 


_ With reference to the first, the choice was essentially that of 

charging or not charging 1945 operations with part or all of the 
additional amortization. With reference to the second, the choice 
was essentially that of making or not making the tax saving follow 
the write-off charge. 

If, for example, a facility costing $1,000,000 was acquired in the 
beginning of 1943 and amortized at 20 per cent annually, the amor- 
tization charged to the end of September 1945, would be as follows: 


Should the unamortized balance be charged entirely to 1945 in- 
come or be prorated between 1945 and the prior years on the basis 
of the additional amortization applicable to each year? And what 
of the tax saving and/or refund which might run as high as 85.5 
per cent or $384,750? The choice of method obviously would have 
a significant effect on the reported net income for 1945. That this 
effect was significant is borne out by Table III, showing for certain 
of the companies the ratio of amortization charged off in 1945, 
including the 20 per cent amortization as well as the accelerated 
portion, either to profit and loss or some other account, to the net 
profit for 1945 before depreciation, amortization, and income taxes. 

* A third possible problem refers to the record to be made of the claim for 
a renegotation rebate because of the recomputation of the amortizataion de- 
appeared to be a for the companies themselves not to set up 
the claims on the books asset. Unlike the tax refund, the law makes 
» rovision for a “tentative 1 adjustment” of the renegotiation refund 

mal determination of net income the Treasury Department. 


Probably’ is is the principal reason for pparent nonrecognition of the 
the part of Ge Gis 


: Amortization 1943......... $200,000 

200,000 

150,000 

| Total Amortization ...........-...... 550,000 

} 

| Unamortized Balance ............... $ 450,000 

uf 
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TABLE III 


ComPaRIsoN OF 1945 CHARGES FOR AMORTIZATION WITH NET 
Income BerorE DEPRECIATION, AMORTIZATION, AND 
Income Tax For Ten CoMPANIES* 

Net profit 1945 before de- 


Amortization taken preciation, amortization, 
in 1945 and income taxes Ratio 


$ 40,381,876 $133,892, 101 30.190 
53,016,466 121,013,582 43.8% 
2,655,268 11,408,373 23.2% 
5,798,964 8,094,986 71.6% 
157,904,443 209,371,125 75-470 
43,773,002 110,959,845 39-49% 
4,058,732 5,616,060 72.2% 
14,712,764 26,057,899 56.4% 
18,424,262 45,700,084 40.3% 
1,909,581 13,897,196 13.7% 


Thus, in the above cases, the distribution of the charges as be- 
tween income, surplus, or surplus reserves had a material effect 
on the reported net income of the several companies for 1945. 

In determining where to charge the write-off and how it should 
be apportioned in the event that it should be charged both to in- 
come and surplus, full consideration had to be given the effect and 
treatment of the related tax reductions and savings. With, for ex- 
ample, an 80 per cent tax rate,** the 1945 income would be in- 
creased to the extent of 80 per cent of the accelerated amortization 
applicable to that year for tax purposes regardless of its treatment 
for book purposes. Therefore, to charge the entire write-off to 
surplus would result in a distortion of 1945 income—relieving it 


* The companies were selected at random from those whose income reports 
present sufficiently detailed information to afford the comparisons. 


_ ™ Throughout the study, unless otherwise indicated, the effective tax rate 
is assumed to be 80 per cent. Actually in the case of companies not subject 
to the excess profits tax the rate would be only 40 per cent (for most com- 

ies). On other hand, the excess profits tax rate in 1944 and 1945 was 
5.5 per cent (net of postwar refund) and, in cases where the 80 per cent 
limitation was effective, — 4 from 72 per cent to slightly less than 
80 per cent (net of the refund). It is to be remembered that the presence 
in the statute of the 80 per cent over-all limitation did not prevent the appli- 
possible answers, the rate of 80 per cent was selected for use in the suc-. 


ceeding discussion, first, because it approximates a median rate for excess- 
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of the charge for amortization while at the same time giving it 
the benefit of the reduction in the tax accrual for that year. At 
the same time, consideration had to be given to the proper method 
for reporting the income resulting from the recording of the 
amount due from the U. S. Treasury by way of refund of taxes 
for the prior years. Assuming, therefore, that the full write-off 
or any portion of it was to be made to surplus, should the charge 
be gross and the refunds picked up as credits to 1945 income, 
or should the refunds be offset against the surplus charge? In 
other words, should the tax refunds and savings be made to follow 
the book charges for the write-offs? 

The procedures actually adopted in many cases reflected the 
thinking of the accounting profession as expressed in Accounting 
Research Bulletin No. 23 of the American Institute of Account- 
ants issued in December, 1944, and entitled “Accounting for 
Income Taxes.” ‘This bulletin which was prepared by the Insti- 
tute’s Committee on Accounting Procedure deals with the methods 
of accounting for income taxes for financial statement purposes 
in those situations where “(a) material items entering into the 
computations of taxable income are not reflected in the income 
statement and<b) material items included in the income statement 


are not reflected in the computation of taxable income”.* 
The bulletin includes the following summarized statements of 
position. 
“(1) Income taxes are an expense which should be allo- 
cated, when necessary and practicable, to income and 
other accounts, as other expenses are allocated. 


* * 

“(3) Where an item resulting in a material reduction in in- 
come taxes is charged to surplus, the amount of the 
reduction should be applied against the charge to sur- 
plus and included as a charge in the income statement, 
specifically disclosed and appropriately described, 
either as an increase in the provision for income tax 


in nature and not 
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allocated to income included in the income statement, 
or as a portion of the item in question equal to the 
tax reduction resulting therefrom. 

“(4) Where an item resulting in a material reduction in in- 
come taxes is charged to or carried forward in a de- 
ferred-charge account, or charged to a reserve account, 
it is desirable to include a charge in the income state- 
ment of an amount equal to the tax reduction in the 
manner set forth in paragraph (3) hereof. If it is 
impracticable to apply such procedures the pertinent 
facts should be clearly disclosed. 

“(5) Additional income taxes for prior years, or additional 
provisions therefor, should be included in the current 
income statement, and, if material, should be shown 
separately. Refunds of such taxes, and provisions 
therefor no longer required, should be similarly 
treated as credits.” 


In connection with the last paragraph above, it should be noted 
that the statement included a qualifying footnote to the effect that 


“the charges and credits may be made directly to surplus if mis- 
leading inferences might be drawn from their inclusion in the in- 
come statement”. 

In the Committee’s discussion of its recommendations as they 
relate to amortization of emergency war facilities, it stated : 


“An outstanding example of difference between the tax re- 
turn and the income statement arises where emergency war 
facilities are depreciated at normal rates in the income state- 
ment and at the special amortization rate in the income tax 
return. Where the resulting reduction in current income 
tax is material, the committee believes that a portion of the 
excess of the amortization over normal depreciation (equal 
in amount to the tax reduction resulting therefrom), should 
be included in the income statement either as additional de- 
preciation or as a special charge and credited to an appro- 
priate reserve or other account.” 


Presumably, the above provision is equally applicable to differences 
arising from acceleration of amortization. 
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The reports of the 45 companies for 1945 indicate considerable 
diversity of practice in accounting for the write-offs and write- 
downs. Thirty-five of the companies, including the company listed 
under “Y” of Table II, which did write off certain assets deemed 
to be no longer useful, made write-offs (writing off the assets 
fully for tax purposes) and used six different methods in doing 
so. The six methods are described below, but it is interesting to 
note here that the frequency of use of each was as follows: method 
I—1I3 companies; method 2—17 companies; method 3—2 com- 
panies ; and methods 4, 5, and 6, one company each. 

The ten remaining companies did not write off the useful assets 
in their entirety but either recorded partial write-downs or did not 
make any adjustments to the assets. All of these companies, how- 
ever, did provide in one way or another for the tax reduction or 
savings permitted under the law. 

The six methods used by the larger group of 35 companies 
will be considered first. The methods are listed in the order of 
the frequency of their use. Each case in this group of 35 com- 
panies will be illustrated by means of journal entries, it being 
understood that the entries presented are not necessarily exactly 
identical with the ones actually made, but that they illustrate the 
principle of the transaction. For ease of study and comparison, 
each illustration will be based on the following assumed data : 


Unamortized cost at termination of emer- 


Accelerated amortization applicable to 1945.. $ 30 
Accelerated amortization applicable to prior 


In each case, the discussion will be confined to the accelerated 
amortization. No attention will be paid the annual 20 per cent 
amortization since it is assumed that no different treatment was 
accorded it in 1945 than in the prior years of the emergency period. 

Discussion of the remaining 10 cases which make up the second 


* This rate is used for convenience. See footnote on page 11. 
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group will be on an individual basis since lack of uniformity of 
original method precludes use of common case data. 


Method 1—Thirteen Companies 
Accelerated amortization for all years, net of tax refunds and 
savings, charged to 1945 income. 

Under this method, no attempt was made to apportion the write- 
off to surplus and income. Instead, the amount of the write-off 
not compensated for by prior years’ tax refunds was charged in 
its entirety to 1945 iticome. Thus, for example, if the unamortized 
balance as at the termination of the emergency period was $100 of 
which $70 applied to prior years and the effective tax rate for all 
years was 8o per cent, the entry in principle would have been as 
follows : 


Due from U. S. Treasury—Tax Refund 
Claims 
Amortization ... 
Reserve for Amortization 


The foregoing charge of $44 to 1945 income, however, was in 
effect offset in the amount of the reduction of 1945 income taxes 
on the additional amortization chargeable to that year. Assuming 
the 1945 tax rate also to be 80 per cent, this offset would have 
amounted to $24 (80% x $30) and the net charge to 1945 income 
would therefore have amounted to $20. The transaction may be 
summarized as follows: 


Balance 
Less: Current tax saving on $30 additional 
amortization chargeable to 1945 


Balance: Net charge to 1945 income 


Method 2—Seventeen Companies 


Accelerated amortization for prior years, net of tax refunds, 
charged either to surplus or to a reserve ; 1945 acceleration charged 
to income. 
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Using the same data as above, the entry in principle would have 
been : 
Due from U.S. Treasury—Tax Refund 
Claims 
Surplus (or Reserve) 
Amortization 


Again the amortization charge would have been offset by a re- 
duction in 1945 taxes in the amount of $24 and the net charge 
to 1945 income would, therefore, have been only $6 as compared 
with $20 under Method 1. The difference of $14 as between the 
two methods equals the amortization applicable to prior years 
($70) less the tax recovery thereon ($56). It is interesting to 
note that of the companies in this group, nine made the charge to 
surplus and eight to a postwar reserve or other contingency reserve. 

One report in this group is also of interest because the treat- 
ment in the income statement differs from that on the books. 
Whereas the book charge is to a reserve account, in the statements 
the charge is to the income account, but a like amount of the re- 
serve is transferred back to income as a credit. The report does 
not indicate the reason for the difference in treatment but does 
indicate clearly that the difference exists. For purposes of the 
present classification, the book treatment is used. 

One other company was included in this group because its pro- 
cedure resulted in the same final net charge of $6 to surplus. Its 
procedure, however, was distinctive in that it charged the prior 
years’ acceleration, net of tax refunds, to 1945 income but then 
transferred a like amount of postwar reserve to income as a 
credit. The entries would have been as follows: 


Due from U. S. Treasury—Tax Refund 


The amortization charge in this case equals the unamortized 
balance ($100) less the claim for prior years’ taxes. The $14 
credit to income equals the prior years’ acceleration ($70) less the 
tax refunds ($56). The net effect of these entries is to charge in- 
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come with $30 but this would be reduced by the current (1945) 
tax reduction of $24 so that the net result, as in the other cases 
in the group, is a charge of $6. The difference is in the make-up 
of the income statement. 


Method 3—Two Companies’ 

Accelerated amortization applicable to 1945 charged to income 
only in the amount of the related 1945 tax, reduction; the balance 
of the write-off charged to surplus or to a reserve; tax refunds 
resulting from prior years’ acceleration credited to the same 
account, 

Assuming the same data as above, ae entry in principle would 

have been as follows: ‘ 


Postwar Reserve (or Surplus) 
Due from U.S. Treasury—Tax Refund 


The $20 charge to the reserve (or surplus) is the unrecovered 
acceleration for prior years in the amount of $14 ($70 less 80 


per cent tax thereon) plus the unrecovered acceleration for 1945 
in the amount of $6 ($30 less the tax thereon). Since 1945’s tax 
accrual would be reduced by $24, the arnount of the 1945 charge 
for amortization, this method would have no effect in 1945's net 
income after taxes. 


Method 4—One Company 
Accelerated amortization for all years charged to 1945 income in 
amount of tax refunds and savings applicable thereto. Balance of 
amortization charged to postwar reserve. 

Under this method the entry, in principle, would have been: 


When the credit to income for the prior years’ refundable taxes 
is coupled with the 1945 tax reduction in the amount of $24, it be- 
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eomes obvious that this method had no effect on the reported net 
income for 1945. 

This method has the same net effect on income as the preceding 
one. It has been described separately, however, because of its 
radically different method of reporting costs in the income state- 
ment. 


Method 5—One Company 


Accelerated amortization for all years charged to postwar reserve ; 
same account credited only with prior years’ tax savings. 
The entry in this case would have been: 


Reserve for amortization .... 


Since the 1945 income would be relieved of the charge for an 
income tax accrual in the amount of $24 (the tax at 80% on 1945's 
acceleration) it is obvious that the effect of this method was to 


increase 1945's net income by that amount. In other words, the 
net income for that year was larger by the amount of the tax re- 
duction on the additional amortization taken in its 1945 tax returns. 


Method 6—One Company 


Accelerated amortization for all years charged to postwar reserve, 
but tax savings and refunds for all years credited to 1945 income. 

One company used this method which had the effect of increas- 
ing its 1945 net income substantially. The entry in effect would 
have been: 


Due fom U. S. Treasury—Tax Re- 


Postwar Reserve 
Reserve for amortization .. 


The credit to income for the tax refund claim for prior years, 
when added to the 1945 tax reduction in the amount of $24 for tax 
amortization taken on that year’s returns, results in an increase in 
1945 net income in the amount of $80. 
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Comparison of Methods in First Group 

As a means of comparing the foregoing methods, the following 
table is designed to show the effect of each: method on net income 
(after taxes). The comparisons are based on the assumed data 
used in the preceding illustrations. 


TABLE IV 
Effect of Various Methods on Reported Net Income After Taxes 


I $20 13 
6 17 
34 3 
$24 I 
$80 I 


While the foregoing figures are significant as a means of study- 
ing differences in accounting procedure, the reader is cautioned to 
bear in mind that they may, or may not, be significant in their effect 
on a company’s reported income; such significance rests on the 
amount of the accelerated amortization relative to the income be- 
fore acceleration. 


It should also be borne in mind that the illustrative cases sup- 
porting the table assume an 80 per cent tax rate. Obviously dif- 
ferent rates would produce different results. 


Accounting for Write-Downs—Second Group of Companies 

The ten companies in this group did not write-off the facilities 
in full but either wrote them down to appraisal valuations, or con- 
tinued to take reguiar amortization. In each case, however, tax 
considerations, arising from the fact that tax savings and refunds 
were in order, influenced the accounting procedure and resulted in” 
a diversity of practice. Because the different policies followed with 
respect to the adjustments presented different accounting problems, 
the following discussion classifies the cases in terms of the policy 
followed rather than the method. Variations in method, however, 
will be pointed out. 


Partial Write-Downs 

Seven companies decided to retain all or most of their emergency 
facilities in postwar use and while all of them took accelerated 
amortization for tax purposes, they did not fully write off the 
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assets for book purposes. They did, however, record partial write- 
downs. Because of the various methods used in determining the 
amount of the adjustment and also of recording the tax refunds 
and savings, each case is separately described below. 

(a) This company provided for additional amortization on the 
books “to reduce war-plant facilities to their estimated present 
value to the company.” The statement of the income account indi- 
cates that it was charged with the adjustment and credited with 
prior years’ tax refunds. This company, therefore, in effect used 
Method 1 of the first group, but only with respect to the partial 
write-off. 

(b) In this case, the assets were written down in the amount 
of the tax refunds and saving for all years. Assuming the tax re- 
fund claim for prior years to be $56 and the saving for 1945, $24, 
the entry in principle would have been: 


Due from U. S. Treasury—Tax Refund Claims $56 
Surplus (for prior years’ amortization) 
Amortization 

Reserve for amortization 

Surplus (prior years’ refunds) 


The charge to income is matched by the reduction in the current 
(1945) tax accrual, and the charge to surplus for the prior years’ 
acceleration offsets the credit for the prior years’ refunds. There- 
fore, the entry had no effect on net income. This method is there- 
fore similar to numbers 3 and 4 except for the fact that the accel- 
eration of amortization is not complete. 

(c) In this case, the reduction in carrying value was based on 
“the estimated future tax savings which would result if the carry- 
ing value, before such reduction, were deductible for tax purposes 
in the future, at a tax rate of 38 per cent.” It is also indicated that 
the balance of the refund claim was credited to a reserve for addi- 
tional taxes for prior years. This may be illustrated as follows. 
Assume the unamortized balance to be $100, of which $70 applies 
to future years and $30 to 1945, and that the prior years’ tax rate 
was 8o per cent. The entry in principle would have been as follows: 


Due from U. S. Government—Tax Refund Claims $56 
Reserve for Amortization 
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($100). The carrying value has been reduced to $62 and its allo- 
cation to future income will leave the net income of those years in 
the same amount as would be the case if full amortization were 
then charged, since in such cases the tax accruals would be less 
by reason of the larger deductions. Presumably the 1945 income 
was increased by the tax reduction for that year resulting from 
tax amortization. With reference to its effect on 1945 income this 
procedure, therefore, is in line with Method 5. 

(d) This company charged the adjustment to 1945 income and 
also credited all tax benefits to it. Consequently, it in effect used 
Method 1, above. The case is of interest because it indicates very 
clearly that the adjustment to the facilities account was made “in 
view of the excess of the wartime cost over the normal cost of the 
facilities.” 

(e) This case is similar to (a) above. The report indicates very 
clearly the amount and nonrecurring nature of the adjustment. 

(f) This company increased the depreciation reserve in the 
amount of the tax savings and benefits, charging 1945 income in 
the amount of the tax reduction for that year, and a reserve ac- 
count in the amount of the prior years’ refunds. 

(g) This company’s adjustment also was determined largely by 
the tax benefits resulting from acceleration for tax purposes. The 


method is unique in that instead of charging amortization in the 
amount of the current year’s tax saving, the tax account was 
charged the income tax accrual being based on income determined 
without benefit of the additional amortization. Assuming the same 
case data as above, the entries in principle would have been: 


Taxes Payable 
Due from U. S. Government—Tax Refund Claims $56 
Taxes Payable 

Reserve for Amortization 


The effect of this procedure is to decrease the 1945 income by 
$24 and thus it is in a class by itself. All of the tax benefits of the 
acceleration will be reported in the income of future years. 


Facilities Account Not Adjusted 


The three cases in this group are as follows: 
(h) In this case, rccelerated amortization was not recorded 
although it was taken for tax purposes. The refund claims were 
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recorded but the offsetting credits were in part to a reserve ac- 
count (in the nature of an unearned income account) and in part 
to 1945 income, The allocation of the credit was determined in a 
manner similar to that in case (c) above. The method can best be 
explained in the company’s own words as contained in its report: 

“It is estimated that the accelerated amortization allowable in 
commuting the company’s tax liability for the years 1941 to 1945 
inclusive, in accordance with the election above referred to, will 
result in a net reduction of $2,684,496 in its federal taxes accrued 
for those years. Of this amount, it is estimated that a tax benefit of 
approximately $1,953,000 would have been realized in future years 
if there had been no acceleration of the amortization. Accord- 
ingly this sum has been credited to a reserve account, to be taken 
up in future years on the unamortized cost of emergency facilities 
retained on the books at December 31, 1945, and the remainder of 
$731,496 has been included in 1945 net income.” The company 
will continue to take ordinary depreciation for book purposes. 
This procedure, like that in (c) above, is similar to Method 5 in 
that its effect is to increase 1945 income, although not in the same 
amount. 

(i) This company provided, through charges to 1945 income, 
for additions to the reserve for contingencies in an amount ap- 
proximately equivalent to the reduction in taxes from the addi- 
tional amortization to be claimed for tax purposes. No adjust- 
ment was made to the carrying value of the assets. Assuming the 
same data as in the earlier illustrations, the entry in principle 
would have been : 


Due from U. S. Treasury—Tax Re- 


Reserve for Contingencies ... 


This method is similar to Methods 3 and 4 of the first group in 
that the transaction has no effect on income. This results from 
the fact that the above income charge is offset by a reduction in 
the 1945 tax accrual in the same amount. The procedure differs 
however from Methods 3 and 4 in that the income of future years 
will be charged with amortization or depreciation. 

(j) This company made no book adjustment to the facilities 
account but reflected all tax refunds and savings from tax accel- 
eration in the 1945 income account, the prior years refunds being 
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reported under the heading of “Extraordinary and Nonrecurring 
Adjustments.” Thus the income account reflected all tax bene- 
fits and was charged only with regular depreciation on the facili- 
ties. Thus this procedure is similar to that of Method 6 in its 
effect on 1945 income. The income would be increased by $80 
less the depreciation on the unamortized balance. 


Comparison of Methods Used by Ten Companies 


Because of fundamental differences of original method of ac- 
counting for the facilities, it is not feasible to reduce the ten cases 
analyzed above to a common denominator in terms of a simple set 
of data. As between the seven companies making partial adjust- 
ments and the three companies making no adjustments to the facili- 
ties accounts, the differences are accounted for primarily by (1) 
the elemination of wartime excessive costs of acquisition, and (2) 
the urge to equalize profits after taxes over the years. It is inter- 
esting to note that with reference to their effect on 1945 net income, 
the above procedures include all of the six methods reported in 
Table IV and one method not reported there. Obviously, however, 
the similarity of these cases and the six methods referred to above 
ceases with 1945. 


Conclusion 


The data presented in this report reflect the conflicts of motives 
and viewpoints which seem to be inherent in modern industrial 
accounting. Conservation in the face of future-uncertainties vs. 
the time allocation theory of plant accounting, the question of con- 
forming or not conforming the book accounts to the tax returns, 
different concepts of the functions of the surplus and income ac- 
counts, different views concerning the purpose of the income state- 
ment—these are illustrative of the conflicts which lead to a con- 
siderable divergence of accounting methods and policies. 

The first phase of the report dealt with company practice in 
accounting for depreciation in the postwar use of emergency facili- 
ties. Of the 45 companies studied, 40 are known to have used the 
20 per cent amortization during the war and thus had to make 
decisions concerning postwar depreciation policy. Of these 40 
companies, 31 decided to write the assets off completely (or to pro- 
vide full reserves for them) in 1945, while none of them adjusted 
the accumulated amortization reserve to record regular depreciation 
from time of acquisition. 
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It is obvious that the several methods will produce different costs 
in future years. How important these differences may be, how- 
ever, is not so obvious. Their relative significance, of course, will 
vary from company to company depending on the relative im- 
portance of plant costs to total cost, and from year to year depend- 
ing on the change in variable costs. These differences, significant 
or not, have a bearing on (1) reported profits and on (2) internal 
costing and other managerial uses of costs. Unfortunately, too 
little data was available to permit a thorough study of the second 
phase. It is known, however, that sharp differences of opinion 
exist in this area ranging from those who would ignore the ques- 
tion entirely to those who have taken steps, even to the extent of 
recording “wash” entries, to assure full recognition of the continu- 
ance of a depreciation cost on assets which have been amortized. 

The second phase of the study falls into two parts. The first 
deals with the practice in accounting for complete write-offs and 
is thus concerned solely with certain aspects of financial account- 
ing. While 35 companies covered in this part used six differ- 
ent methods of accounting for the write-offs, it is interesting to 
note that 30 of them used either one or the other of the two meth- 
ods. They either reflected the full write-off with related tax savings 
and refunds in 1945 income or prorated them between income and 
surplus. The several methods result in wide variations in reported 
profit. It should be observed, however, that the significance of the 
differences in the income statement depends in each case on the 
relative importance of the adjustments to total costs. It should also 
be observed that the data has historical interest primarily, and that, 
as between these companies, the differences will not carry forward 
to future years. 

The analysis of the remaining ten companies which only par- 
tially wrote off the facilities is of interest partly for its financial 
accounting aspects, but also because it sheds additional light on 
managements’ thinking relative to the postwar depreciation ac- 
counting on emergency facilities. Here, too, is revealed quite 
clearly the conflict between the urge to recognize formally the con- 
tinuance of depreciation as a cost, and the urge to equalize profits 
after taxes over the years. There is also tangible evidence, in those 
cases where “excessive costs” were written off, of a conscious at- 
tempt to distinguish between normal and abnormal costs. 

The present report, as indicated in the introductory paragraphs, 
is entirely factual. It is designed to reveal a cross section of 
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accounting practices in a particular area and thus, inferentially, to 
demonstrate the significance and variety of accounting conflicts. 
The immediate problems studied are of passing interest. The 


_ fundamentals, however, of the underlying problems are of long- 


range significance. One final impression stands out in the analysis 
of the reports—an impression of managements’ serious considera- 
tion of the accounting problems involyed and their efforts in the 
direction of a full disclosure of the facts. 


APPENDIX 
List of Company Reports Used in this Study 


Allegheny Ludlum Steel Corp. 
Allied Chemical and Dye Corp. 
Allis-Chalmers Manufacturing Co. 
American Brake Shoe Co. 
American Cyanamid Co, 
American Radiator & Standard Sanitary Corp. 
The American Rolling Mill Co. 
American Smelting and Refining Co. 
Bethichem Steel Corp. 

The B. F. Goodrich Co. 

Caterpillar Tractor Co. 

Chrysler Corp. 

Combustion Engineering Co., Inc. 
Crane Co. 

Deere & Co. 

Eastern Gas and Fuel Associates 
Eastman Kodak Co. 

E. I, duPont de Nemours & Co. 
Elastic Stop Nut Corp. of America 
Erie Railroad Co. 

Fruehauf Trailer Co. 

General Aniline & Film Corp. 
General Motors Corp. 

The General Tire & Rubber Co. 
The Goodyear Tire & Rubber Co. 
Jones & Laughlin Steel Corp. 
Kennecott Copper Corp. 

National Gypsum Co. 
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National Steel Corp. 

Phillips Petroleum Co. 

The Pure Oil Co. 

Radio Corp. of America 

Republic Steel Corp. 

Revere Copper and Brass, Inc. 
Standard Steel Spring Co. 
Sloss-Sheffield Steel and Iron Co. 
Socony-Vacuum Oil Co., Inc. 
Sylvania Electric Products, Inc. 

The Texas Co. 

Union Carbide and Carbon Corp. 
United States Steel Corp. 
Westinghouse Electric Corp. 
Wheeling Steel Corp. 

Worthington Pump and Machinery Corp. 
The Youngstown Sheet and Tube Co. 
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